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Tax ¢ ommis gy oner ; Mark Scholtz,
Associ ate Tax Counsel

oP1lNLOK
This appeal is made pursuant to Section 18593 of the
Revenue and Taxation Code (formerly Section 19 of the Personal
Income Tax Act) from the action of the Franchise Tax Conmi ssioner
on the protest of L. A Johnson to a proposed assessnent of
addi tional personal incone tax in the amount of $216.80 for the

year 1940.

_ The proposed assessment is attributable' to the Commissioner's
di sal | owance of a deduction from gross income for an asserted |oss
on the sale of residential property in the anount of &2,875
(Appel I ant 's one-hal f share of a community | oss of &5,750), and
the Commi ssioner's addition tc the Apzellant's income of the
foll owing anmounts of gain from the sale of two patents: = (1) $2,100
representing the difference between 100% and 30% on a gain of
$3,000 fromthe sale of a patent ownsd as Appellant's Separate
property and held over ten years; (2) $1,800, representing the
di fference between 100% and 4ot on one-hal f of a community gain
of $6,000 fromthe sale of a patent owned by the Appellant and
his wfe and held over five years and less than ten years. The
issue on the loss fromthe sale of the residential property has
been abandoned by the Appellant, the only matter now requiTing
deci sion being the correctness of the Comsigsionerts action
respecting the gain fromthe sale of the two patents.

For several years prior to 1938 the Appellant was the
Gener al 1anager Of the jational iotor Bearing Co., lnc. which
for many years engaged in the manufacture Of shins, though in
the year in question and sonme years prior thereto it engaged
Brlrr_arll in the manufacture of oil seals. In 1938 he becane
resident of the corporation and held that position in 1940.

The Ap,oel | ant held stock in the corporation, but he was not

the sol e stockholder and did not at any time own or control a
majority of the capital stock. Between 1927 and 1934 he invented
and obtained two patents for a certain type of shim wor secveral
years the corporation paid himroyalties for the use of these
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Patents In its manufacturing operations, and in 1940 it purchased
hem from him one of the patents, the separate zroperty of the
Appel I ant, had been held by himfor over tenyears and was sold
to the corporation for &3 000, The other patent, the community
roperty of the Appellant and his wife, had been held by then

or over five years and less than ten years and was sold for
$6,000. Each of the patents had a basis of zero. The Appellant
was enpl oyed by the corporation for the performance of services
relating to the management of its operations, not for the develop-
ment of I nventi ons. Except for the patents involved in this
proceeding, the Appellant has received no income from any source
In connection with any other device invented by hin,

In filing his return for 1940 thc Appellant |isted the gains
fromthe sale of the patents as gains fromthe sale of capital
assets, taken into account at the appropriate percentages. The
Commissioner loroPosed an additional assessnment based in part on
the treatment of those gains as ordinary income, taken into

cccount at 100%.

The term "capital assets" 1S defincd in Section 9,4(b) of
the Personal Inconme Tax Act, as amernded in 1939, aS follows:

“"The term 'capital assets' noans property held by
the taxpayer (whether or rot comnnscted With his trade
or business), but does not include stock in trade of the
taxpeyer Or other property of- a kind which would properly
be included in the invantorg of the taxweyer if on hand
at the close of the tazable year, or propcriy held by the
taxpayer primcrilyforsalctocustomers | N the ordinary
course Of his trade or business, or property used in the
trode or business of o character which IS subject to the
allowance for depreciation provided in Section g (i).

_ The question presented herein is whether the patents sold

in 1940 were hel d by the appeliant primarily for sale to customers
in the ordinary course of business Within the nmeaning of this
provision. The Appellant contends that. under the facts here he
was not engaged I'n the trade or busincss Of :inventing and selling
patonts and, accordingly, that the incidental salc of a patent
results in a capital gain. The Commissioner, in his contention
to the contrary, relies heavily upon Herold T. Aver?/, 47 B.T. A
538. In that case the taxpayer uring a nericd Of seventeen
years, had procured about twelve patents ON iaventions daveloped
outside his regular hours of employment. Certain of these
inventions led to his employment DY @ calculating nachi ne corpo-
ration, his dutics being to invent cnd inprove cal culating and
simlar type machincs and to direct the design and experinental
work of the corporation. He soid two inventions, Which pre~dated
his employment, to his enployer. He clzo sold another patent in
anot her fl el d to another company gnd |jcensed two other patents
to others than his employer for which he received royalties, The
taxpayer's inveanting began as o hobby, but the court concl uded
that the activity that originaily aight have been a hobby had
devel oped into a business enterprise. |t nela, therefore, that
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the first patent sold to the calculating machine corporation,
from whicﬁ tho income there involved was derived, was pronerty
held by him »rimarily for sale to customers in tiac ordinary
course of businecss,

The Tax Court, distinguishing the Avery case, has held that
in the case of an individual who was a " tro uble shooter” or clerk,
working on inventions in his goare time as a hobby and »natenting
Pour inventions, one of which was sold to a third party during
the taxable year, his activities in connection vwith the patents
had not reached the proportions of a trade or business and the
sale of the patent coastituted the sale of a capital asset.

John ¥.Hogg, T. ¢.Yemo. Op. , Dkt. 112504 (March 1, 1944). The
TaX Court, again distingvishing the dverycase, has also held
that in the case of an individual who'c?r‘fn‘ar'vﬁe inventions as incidents
to and »art of his regular employment as a chemical and industrial
engineer, his employment contracts providing that his inventions
were to be -the property of his employers if they desired to have
them, a sale of a patent, in which his employer had ceased to

be interested, to a third parts did not constitute the sale of
property held for sale in the ordinary course of the taxpayer's
trade or business, iaurice Bacon Cooke, T,C.lemo. Op., Dkt. 3446
(February 9, 1945). ~Tn Leon C. Curtinm, T.C.lemo.Op.,Dkt., 7094
(April 30, 1947, the taxpayeT OVEr & period of years procured
about forty patents or appiications covering five or six basic
ideas. He assigned several of these to a new corporation, in the
organization of which he participated, and received about a one-
fifth, but not a controlling, stock interest? He was also made
its president and general manager at a salary. Ee later assigned
other inventions to the corporation in consideration for whic

the corporation undertook the commercial development and exploita-
tion of these products and the payment to the taxpayer of royalties
and a share of the sales price In the event of sale of the patents
to others. It was the sale by the corporation of several of the
inventions which the taxpayer had assigned to it which gave rise
to the receipt bg the taxgayer of a share of the proceeds of the
sale and the subject of the tax involved in dispute. The court
held that the inventions involved were not property held by the
taxpayer "primarily for sale to customers in the ordinary course
of his trade or business™ ani distinguished the Avery case in the
following language —

"It apnears unmistakably from the facts that petitioner
assigned patent rights to a corporation in which he had
a_considerable stock interest and of which he was the
directing head for the purposc of achieving their profit-
able development and exploitation, using the mechanics of
the corporation - assignee to financec such exploitation.

It is a far different situation from that in which an
inventor makes sales o7 patent rights to several purchasers
in none of which he has any proprietary interest and is
motivated solely by obtaining an immediate profit. In the
latter casec, it can be said, as we held Iin Harold 7. Avery,
supra, that the taxpayer IS in tho trade OF busincss Of
selling patents to cust omers. But in ths instant case the
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ntransf ers of patent rights by petitioner to onlyone

- corporation in which he had aconsiderable proprietary
interest for the purposes indicated by the facts, do not
warrant a finding that he was in the trade or business
of selling patents or inventions to customers,"

In the 1ight of the foregoing authorities, the Conm ssioner
was not warranted, in our opinion, in determning that the
Appel l ant was engaged in the business of inventing or that the
two patents in question were held for sale by himin the ordinary
course of a trade or business.

— e e g —

Pursuant to the views expressed in the opinion of the
tBﬁar df on file in this proceeding, and good cause appearing
erefor,

IT IS HIREBY ORDERZD, ADJUDGED AND DECREID, pursuant to
section 18595 of the Revenue and Taxation Code, that the action
of Charles J. rteColgan, Franchise Tax Comm ssioner? on the protest
of L. A Johnson to a proposed assessment Of additional personal
I ncone tax in the anmount of ::216,80 for the year 1940 be and the
same is hereby modified; said action is hereby reversed in so far
as the Commissioner determined that the income from the sale of
patents was ordinary income rather than income from the sal e of
capital assets; in‘all other respects said action of the
comuissioner 1S hereby sustained,

Done at Sacranento, California, this 17th day of Novenber,
1948, by the State Board of icualizetion.

Wm. G. Bonelli, Chairnman
J, H. Quinn, Member

J. 1. Seewell,ilcmbe r
Geo. R. Rellly, Yembe€r

ATTEST: Dizwell |,. Pierce, Secretary
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